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OP1 NI ON

This appeal is made pursuant-to section 256661/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board .on the protest of Anerican Medical
Bui | di ngs, Inc., against proposed assessnents of addi -
tional franchise tax in the amunts of $18,193.39 and

$18,096.32 for the income years 1979 and 1980,
respectively.

17— ontess otherwi se specified, all section references

are to sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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Appeal of American Medical Buildings, Inc.

_ ~The issue presented bY this appeal is whether
i nterest income earned by appellant and its subsidiary
from investnents in short-term marketable securities is
busi ness income.

_ ApPeIIant IS a service corporation formed to
"design, build, develop, finance, and |ease nedica
bui l dings for hospitals and doctors for one guaranteed
price."  (Resp. Br., Ex. A at 2.) Athough i'ncorporated
in Del aware, appellant's home office is in Wsconsin

In 1978, appellant raised $3.3 mllion by the
sale of its conmmon stock. Over $2.2 million of the
proceeds from the sale were invested in short-term
I nvestments pending a decision by appel]ant's nanagenent
as to how the funds were to be used. The funds were not
utilized during the appeal years and remai ned investad in
short-term securities.

_ I n Januarg and February 1979, appellant nmade a
ublic offering of $10 mllion worth of corporate bonds.
he stated purpose of the offering was to "fund a wholly-

owned subsidiary of the Company which will meake |oans and

conmtnents to construct nedical buildings devel oped by
the Conpany." (Resp. Br. at 2.) The subsidiary was
named the  Amrerican Mdical Finance Corp. In February

1979, appellant distributed just over $8 million to its

financial corporation while it retained alpost $1.5

milion for ifs own use. During the appeal years, both
appel lant and its subsidiary kept their respective bond

proceeds in short-term narketable securities. In 1981,
appel I ant invested over $4 nillion in a satellite commu-
ni cations business. It 1s unclear how nuch, if any, of

the investment came from the subsidiary's coffers.

_ ~During the income years at issue, appellant
filed California franchise tax returns on a separate.
basis, thereby excluding all of the finance corporation's
income fromthis state's franchise tax. Appellant
treated all of the incone it earned from the short-term
mar ket abl e securities as nonbusiness jncome specifjcally
al |l ocabl e, presumably, to its conmrercial donmicile in
W sconsin

_ ~In 1982, respondent audited appellant's
California tax returns for the income years 1978 through
19.80. Respondent determ ned that appellant and American
Medical Finance Corporation were engaged in a unitary
busi ness and that appellant's tax returns should have
been filed on a conbined basis. It also determ ned that
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all of the income earned on the short-term narketabl e
securities by both corporations was business incone and,
therefore, subject to apportionment. \ile not objecting
to respondent’'s determnation that the two businesses
were operating as a unitary business, appellant did
protest respondent's reclassification of the securities

I ncome from nonbusi ness to business inconme. Respondent
denied the protest and affirmed its assessnents. This
appeal followed.

~ A taxpayer which derives income from sources
both within and wthout Caifornia is required to measure
its California franchise tax liability by its net income
derived fromor attributable to California sources.
(Rev. & Tax. Code, § 25101.) *[Tlhe linchpin of appor-
tionability in the field of state incone taxation is the
unitary-business principle." (Mobil O0il TCorp. v.
Commi ssi oner of Taxes, 445 U.S. 425, 439 IL.Ed.2d 510]
11980).) Both parties agree that appellant and its
subsi diary were engaged in a unitary business. Conse-
quently, the only 1ssue on appeal is whether the interest
i ncome was properly classified as business income by
respondent and is, thereby, apportionable under the
Uni form Division of Inconme for Tax Purposes Act (UDITPA)
contained in sections 25120-25139.

~Section 25120 defines "business incone" and
"nonbusi ness income" as follows:

(a) "Business incone" means incone arising from
transactions and activity in the regular course
of the taxpayer's trade or business and

I ncludes inconme from tangible and intangible
property_lf t he acquisition, management, and

di sposition of the property constitute integral
Barts of the taxpayer's regular trade or

usi ness operations.

* % %

(d) "Nonbusi ness incone" neans all income other
than busi ness incone.

Section 25123 states that, to the extent that they con-
stitute nonbusiness incone, certain classes of incone,
including interest, shall be allocated as provided in
sections 25124 through 25127. Nonbusiness interest is
allocable to this state only if the taxpaver's conmrercia
domicile is in California. ~~(Rev. & Tax. Code, § 25126.)
As appel lant's domicile is in Wsconsin, appellant would
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not owe additional tax to this state should the interest
I ncome be found to be nonbusiness. Conversely, if it is
busi ness incone, the interest is to be apportioned anmong
the various states in which appellant's income nmay be
taxable, including California;- (See Appeal of Qccidental
Petrol eum Corporation, Op. on Pet. for Rehg., Cal. St.
Bd. of Equal., June Z1, 1983.)

Respondent's regul ations provide, in pertinent
part:

(3) Interest. Interest income is business
income where the intangible with respect to
which the- interest was received arises out of
or was created in the regular course of the
taxpayer's trade or business or where the
purpose for acquiring and hol ding the
intangible is related to or incidental to
such trade or business operations.

%Cal. Adm n. Code, tit. 18, reg. 25120, subd. (c)(3)
art. 2.5).)

Appel [ ant argues that the determnation of
whet her the funds were business or nonbusiness income
depends upon the relationship of the source of the funds,
i.e., the sale of stock, to appellant's primary business
of building nedical facilities. Accordingly, as the sale
of stock and the issuance of the notes are unrelated to
t he devel opnent of nedical buildings, appellant concludes
that the funds derived from those sales and the interest
on the investnent of those funds are properly character-
i zed as nonbusiness. W disagree.

Appel [ant's argument is rooted in ﬁre-UDITPA

| aw and has been reiecte as invalid since the passage of
UDI TPA.  (See Appeal of Standard Ol Conpany of Califtornia
Cal. St. Bd. of Equal., Mr. 2, 1983.) Presently, section
25120 provides two alternative tests to determne whether
i ncone constitutes business income. The first is the
"transaction" test. Under this test, the relevant

inquiry is whether the transaction or activity which gave
rise to the interest income occurred in the regular

course of the taxpayer's trade or business. Uider the'
second, or "functional," test, all incone is considered
busi ness_incone if the acquisition, nanagenment, and
disposition of the intangible property were “Integra
parts®” of the taxpayer's regular business operations,
regard| ess of whether the income was derived from an
occasi onal or extraordinary transaction. (Appeal of DPF
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| ncorporated, Cal. St. Bd. of Equal., QCct. 28, 1980;
Appeal of Fairchild Industries, Inc.. Cal. St. Bd. of
Equal., Aug. 1, 1980; Appeal of Borden, |Inc. . Cal. St.
Bd. of Equal., Feb. 3, "I877.7 If either of the tWwO
alternative tests provided in section 25120 is met, the
income will constitute business income. (Appeal of DPF
| ncor porated, supra; Appeal of Fairchild Industries,

Inc., supra.) As we tind this case fits under the func-
Tlona‘ test,” there is no need to discuss the transac-
tional test.

On its face the functional test requires that
consideration be given to the relationship
between a taxpayer's intangible property--
whether it is stock, debt rInstruments, patents
or copyrights--and the taxpayer's unitary
busi nesSs operations in order to determne
whet her the income arising therefromis busi-
ness income subject to formula apportionment or
nonbusi ness i ncome subject.to.sPeC|f|c al | oca-
tion. Such consideration is intended to
rovide a jurisdictional nexus between a
axpayer's inconme and its nultistate business
oper ati ons.

* h *

The concept of "business income" . . .
general |y concerns the differentiation between
truIK passive investnent income and incone
which Is integrally related to the taxpayer's
unitary business activities.

(Appeal of Standard G| Conpany of California, supra.)

In appel lant's 1979 and 1980 annual reports,
appel l ant stated that a slowdown in construction had
occurred because of the rise in interest rates for
construction loans. In an attenpt to avoid the interest
rate problem appellant formed American Medical Finance
Corporation in February 1979, which was intended to help
"finance the medical bU|Id|n%§ we de3|gn, bui | d, devel op
and lease." (app. Br., EX. at 3.) Presumably, the
flnanC|n% arm of appellant's business woul d suppl enent or
replace the traditional funding of appellant's construc-
tion pr%Lects t hereby benefiting the unitary, organiza-
tion. erefore, the acquisition of the capital was very
much related to and intertwined with appellant's unitary
construction business. Additionally, appellant managed
the funds in a manner which benefited the unitary
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operation. The fact that the funds were invested in
short-term securities nade them easily accessible for
distribution as loans if needed. Furthermore, the
readi |y available funds could have given appellant's
sal es staff |everage over a bal king custoner by allow ng
the salesmen to offer |ess expensive, contingent financ-
ing for new Pro;ects. The disposition of the proceeds
was such that even if the funds were never invested in a
construction project, they contributed to the construc-
tion business sinply by beln? avai |l able for inmediate
use. Consequently, we find that the purpose of acquiring
and holding the intangibles was related to or incidenta
to such trade or business. (Cal. Admn. Code, tit. 18,
reg. 25120, subd. (e)(3) (art. 2.5).)

As we have found that the purpose for acquiring
the intangisies was related to appellant's trade or
business, it follows that the interest income generated
from the intangibles was business incone. (Cal'. Adm n.
Code, tit. 18, reg. 25120, subd. (e) (3) (art. 2.5).)
Accordiqgly, respondent's action in this matter nust be
sust ai ned.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of American Medical Buildings, Inc., against
proposed assessnents of additional ftfranchise tax in the
amounts of $18,193.39 and $18,096.32 for the incone years
1979_an%jl980, respectively, be and the sane is hereby
sust ai ned.

Done at Sacramento, California, this 10th day
O June , 198€, by the State Board of Equalization,
with Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chai rman
Conway H Collis , Menber
W liam mBennett __r Menber
Ernest J. Dronenburg,slr.. _, Menber

__V_\glter Har vey* ,  Menber

*For Kenneth Cory, per Governnent Code section 7.9
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